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OP1 NI ON

Thi s appeal is nade pursuant to section 25666/
of the Revenue and Taxation Code fromthe action of the
Franchi se Tax Board on the protest of Md-Way GMC, Inc.,
agai nst proposed assessments of additional franchise tax
in the anounts of $1,270, $3,448, and $3,562 for the
i ncone years ended July 31, 1979, July 31, 1980, and
- July 31, 1981, respectively.

I7 onress ornerw se specified, all section references
are to sections of the Revenue and Taxation Code as in
effect for the incone years in issue.
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The sole issue to be resoived in this appeal is
whet her respondent abused its statutorr discretion b
denying the claimed additions to appellant's bad deb
reserve for the years in question

Appellant, a California corporation engaged in
t he business of selling autonobiles and |ight duty trucks
at retail, uses the acCrual nethod of accounting.” On its
franchise tax returns, it has selected the reserve nethod
of accounting for its bad debts. For the incone years
ended July 3I, 1979, 1980, and 1981, appellant deducted
$39, 121, '$36, 877, and $37,108, respectively, as additions
to Its bad debt reserve. These ampunts were arrived at
t hrough use of a 3 percent bad debt ratio.

Using the Black Mtor Co. formula (Black Mtor
Co. v. Comm ssioner, 41 B.T.A. 300 (1940), affd. on other
issues, 125 F.2d 977 (6th G r. 1942)), respondent deter-
m ned that appellant's additions to its bad debt reserve
were excessive for the incone years 1979, 1980, and 1981
and issued proposed assessments for each of these years.
This tinely appeal follows. :

Section 24348 provides, in part: "There shall
be all owed as a deduction debts which becone worthless
within the income year; or, in the discretion of the
Franchi se Tax Board, a reasonable addition to a reserve
for bad debts." This section is derived from and is
substantially simlar to, section 166 of the Interna
Revenue Code. Consequently, federal precedent is persua-
sive in Interpreting section 24348. Meanl ey v. McColgan,
49 cal.App.2d 203, 209 [121 p.2d 45] (1942).)

Under the reserve nethod for handling bad debts,
the reserve is reduced by charging against it specific -
bad debts which become worthless during the taxable year
and is increased by crediting it with reasonabl e addi -
t1ons. In order to determ ne whether the anount deducted
is reasonable, the test is whether the balance in the
reserve at the end of the year is adequate to cover the
anticipated worthlessness of the outstanding debts and
not whether the proposed addition is sufficient to absorb
the estimated | osses. (Platt Trailer Co., Inc. v.

Comm ssioner, 23 T.C 1065 (1955); Bllack Mbior Co. V.
Conm ssioner, supra.) |f the reserve 1s already adequate
{0 cover the receivables which reasonably can be expected
to becone worthless, no deduction for an addition to the
reserve is allowable for the taxable year. (Roanoke

Vendi ng Machi ne Exchange, Inc. v. Conm ssioner, 40 T.C
iq_i The Teasonabl eness of any
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addition will depend on the total anount of debts out-
standing at the end of the year, including current debts
as well "as those of prior years, and the total anount of
the existing reserve. (Former Cal. Admn, Code, tit. 18,
reg. 24348(g), repealer "filed September 3, 1982 (Register
82, No. 37).)

As we have noted in previous opinions, respon-
dent's determnation with respect to additions to a
reserve for bad debts carries great weight because of the
express discretion granted to it by statute. As a result,
t he taxpayer must not onIY denonstrate that additions to
the reserve were reasonable, but also nust establish that
respondent's actions in disallowng these additions were
arbitrary and amounted to an abuse of discretion. (Appeal
of HB Investnent, Inc., Cal. St. Bd. of Equal., June 29,
1982, Appeal of Brighton Sand and G avel Conpany, Cal
St. Bd. of Equal., Aug. 19, 1981.)

_ | n determ ning whether aPpeIIant's additions to
Its bad debt reserve were reasonabl e, respondent apﬁlled

t he six-year noving average formula set out in Blac

Mot or Co. and approved by the United States Suprene

Court 1n Thor Power Tool Co. v._Commissioner, 439 U S,
522 [58 L.Ed.2d 785] (1979). The Brack Mbtor Co. fornula
utilizes a taxpayer's own experience with [0Sses In prior
ears and establishes a percentage |evel for the reserve
0 determne the need and anount of a current addition

After applying this formula to appellant, respondent

determned that the additions to the reserve were

excessi ve.

Appel | ant contends that the use of the Bl ack
Mbtor Co. formula is inappropriate when a businesS had
only been in existence a short time. Appellant further
argues that the additional anpunts of bad debt reserve
taken in the years at issue were justified because: (i)
t he automobile market was econom cally depressed during
the period in question; (ii) the econonmic conditions in
the area were tenuous as a result of a reduction in work
force and possible closure of a major |ocal enployer, and
(iii) the reserve was not excessive conmpared to reserves
hel d by other autonobile dealers and financial institu-
tions. ~ W disagree.

_ Appel I ant has failed to carry its burden in
that it has not established that respondent's use of the
Black Mbtor Co. formula was either arbitrary orcapri-
cious. Theuse of this fornula has been consistently
uphel d by this Board. (See generally Appeal of Victorville
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Gass Co., Inc., Cal. St. Bd. of Equal., Qct. 26, i983;
Appeal of vaughn F. and Betty F. Fisher, Cal. St. Bd. of
Equal., Jan. 7, I9/5.) AppelTani™s contention that the
use of formula is inappropriate when, as here, the busi-
ness has only been in existence for six years is wthout
merit. W have upheld the use of the fornula for test
periods of even shorter duration. (Appeal of Victorville
@ ass Co., Inc., supra; Appeal of Vaughn F.and Befty F.
Fisher, supra.)

. ~Appel ' ant nekes other argunents which attenpt
to justify its use of the 3percent debtratio.
center around its contention that the economc climate,
particularly the depressed autonobile industry and the
fact that a nagor | ocal enployer was_ in danger of clos-
ing, required the h|Pher ratio. W find thése arguments
unpersuasive., Appell'ant has failed to provide any
factual evidence to sustain these contentions. 'Wile we
recogni ze that these factors mght affect sales, appel-
| ant "has failed to denonstrate how a depressed autonobile
industry and a sagglng | ocal econony affected its ability
to collect its debts or even whether these factors .
“affected appellant's business at all. :

For the reasons discussed above, we conclude
that appellant has failed to establish that respondent
abused 1ts statutory discretion by reducing the clained
additions to appellant's bad debi reserve for the years
in question. Accordingly, respondent's action nust be
sust ai ned.
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ORDER

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good cause
appearing therefor,

|T IS HEREBY ORDERED, ADJUDGED AND DECREED
oursuant to section 25667 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
protest of Md-Way GVMC, Inc., against proposed assess-
ments of additional franchise tax in the anounts of
$1,270, $3,448, and $3,562 for the incone years ended
July 31, 1979, July 31, 1980, and July 31, 1981, respec-
tively, be and the same is hereby sustained.

Done at Sacramento, California, this 4th day
of March ., 1986, by the State Board of Equalization,

with Board Members M. Nevins, M. collis, M. pronenburg
and M. Harvey present.

Ri chard Nevins , Chai r man
Conway H Collis , Member
Ernest J. Dronenburg, Jr. , Menber
VWl ter Harvey* , Menmber

,  Menber

*For Kenneth Cory, per Governnent Code section 7.9



